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INDEXATION: IS IT 
EQUITABLE?
ERTA ’81 Failed to Index 
Capital Asset Bases
By Jayne Fuglister
In a general sense, the U.S. tax laws 
are based on the ideal that taxes 
should be levied in an equitable or fair 
way. However, there are many excep­
tions to this fairness ideal. Deviation 
from the ideal occurs by catering to 
special interest groups and to chang­
ing economic needs which result in 
complexities that leave the ordinary 
taxpayer confused about tax equity.
The word equitable “implies fair and 
equal treatment of all concerned.”1 It 
signifies “freedom from improper 
influence”2 that would undermine fair 
and equal treatment.
Recent political pressure to reduce 
the effects of inflation on taxes and to 
reduce taxes in general, resulted in 
equity taking second place to 
economic considerations in the for­
mulation of the indexation plan in the 
Economic Recovery Tax Act of 1981 
(ERTA ’81). The role of equity as the 
primary consideration in levying taxes 
needs to be reestablished. This discus­
sion is an assessment of the indexa­
tion plan provided for by ERTA ’81 and 
includes an illustration of why and to 
what extent it will be unfair to those 
taxpayers who must recognize capital 
gains income on their tax returns.
What is an Equitable Tax?
Adam Smith set down four maxims 
that describe an equitable tax:3
I. The subjects of every state ought 
to contribute towards the support of the 
government, as nearly as possible, in 
proportion to their respective abilities, 
that is, in proportion to the revenue 
which they respectively enjoy.
II. The tax which each individual is 
bound to pay ought to be certain and 
not arbitrary. The time of payment, the 
manner of payment, the quantity to be 
paid, ought all to be clear to the con­
tributor, and to every other person.
III. Every tax ought to be levied at the 
time, or in the manner, in which it is 
most likely to be convenient for the 
contributor to pay it.
IV. Every tax ought to be contrived as 
both to take out and to keep out of the 
pockets of the people as little as possi­
ble over and above what it brings into 
the public treasury of the state.
The first maxim may lead some 
readers to believe that a flat rate tax 
on all income would be equitable 
because the tax must be in proportion 
to the revenue enjoyed. But the tax 
must also be in proportion to the 
respective abilities of the taxpayers. If 
all taxpayers had the same source of 
income in equal amounts over equal 
periods, and if all their necessary ex­
penses were the same, the application 
of the first maxim would be straightfor­
ward: they should all pay the same pro­
portion of this income in taxes. In this 
case a flat tax would be fair. In reality, 
incomes vary and can be either 
earned or unearned over varying 
periods of time. The standards of ver­
tical equity and horizontal equity were 
introduced to reconcile these dif­
ferences to the ability to pay concept 
of the first maxim.
The vertical equity standard is ap­
plied in determining the tax burden 
among individuals with different 
incomes. The application of this stan­
dard resulted in our current pro­
gressive tax rate structure. Under 
progressivity the taxpayer with the 
higher income pays a larger proportion 
of his total income in taxes. Pro­
gressivity is based on the assumption 
that the marginal utility of consumption 
decreases as consumption increases. 
Therefore, higher income individuals 
should pay a larger proportion of their 
income in taxes in order to realize a 
comparable loss of utility of consump­
tion as lower income individuals. 
Higher income individuals do not suf­
fer more by paying taxes at a higher 
rate because their marginal utility for 
consumption is less. This means their 
ability to pay is more. Payment is in 
proportion to that ability.
A flat rate tax would not be equitable 
unless the utility of consumption were 
independent of the amount of income. 
On the other hand, the degree of pro­
gressivity, or even regressivity, that is 
most equitable depends on the exact 
shape of the utility curve. Because this 
shape cannot be observed and 
because it changes over time and 
across individuals, the best that can be 
done is to estimate some probable utili­
ty curve and try to be as equitable as 
possible in deriving tax rates, given 
that utility curve. Thus, the determina­
tion of vertical equity is necessarily 
subjective and arguable. However, 
there is one fundamental requirement 
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of vertical equity: those with higher in­
comes should pay a higher tax. The 
excess income might be taxed at the 
same rate per additional dollar (the flat 
tax), a higher rate per additional dollar 
(the progressive tax), or a lower rate 
per additional dollar (the regressive 
tax); but in no case should those with 
higher incomes pay less in dollars than 
those with lower incomes.
Horizontal equity means that people 
with the same income should pay the 
same tax. The determination of 
horizontal equity is objective and in- 
arguable. Horizontal equity is a prere­
quisite of vertical equity because 
vertical equity would be less mean­
ingful if people with the same incomes 
(and the assumed same total utility of 
consumption) did not pay the same 
taxes. It is impractical to try to deter­
mine how much more the higher in­
come individuals should pay until it is 
determined how much two individuals 
with the same income should pay. 
Therefore, the first, and most 
straightforward, step to establishing a 
fair income tax is to require that those 
with the same income, which is an in­
direct measure of ability to pay, suffer 
the same tax burden. Then the sec­
ond, and more subjective, step is to try 
to estimate how much more taxes 
those with more income should pay.
The Importance of Equity
From a purely pragmatic viewpoint, 
equity is essential in a tax system that 
depends on self-assessment and 
voluntary compliance. If the citizens 
perceive the tax laws to be unfair or not 
equitably applied, they will lose con­
fidence in the system. Loss of con­
fidence results in lack of compliance. 
Lack of compliance can be viewed as 
a form of civil disobedience of citizens.
Without indexation of capital 
asset bases it is possible that 
real losses will be taxed.
Loss of confidence has long run 
economic effects for two important 
reasons: 1) Confidence can be 
restored only over the long term. 2) 
Failure to comply, just as any other 
behavior, is habit forming. Even if con­
fidence in the system is restored some 
taxpayers will still not return to the 
compliance level that existed before 
the loss of confidence. For example, 
an individual who did not comply 
because he was practicing civil disobe­
dience to what he perceived as unfair 
tax laws, may fail to comply when the 
laws are fair simply because failure to 
comply is cheaper.
From a philosophical viewpoint, it 
could be argued that failure to comply 
damages the character of the citizens 
and therefore, the nation.
Indexation eliminates bracket 
creep or being pushed into a 
higher tax bracket when in­
comes increase with inflation.
There is evidence to indicate that 
compliance is declining and that the in­
cidence of failure to comply is growing: 
i.e., more and more individuals are not 
paying their fair share of taxes. For ex­
ample, Business Week estimated that 
total unreported income in 1981 was 
$380 billion.4 The IRS has admitted 
that compliance is a major obstacle in 
collecting revenues.5
Although establishing penalites for 
non-compliance is necessary, it would 
be far more effective to encourage 
voluntary compliance and reduce the 
incidence of cheating by having tax 
laws that people think are equitable. 
This is a long run view.
Individuals will think the laws are 
equitable only if they truly are 
equitable. This implies that loopholes 
for special taxpayer groups will have 
to be reduced if compliance is to be im­
proved. Loopholes that are most 
Indexation will improve verti­
cal equity, but not horizontal 
equity because ERTA ’81 
failed to provide for the index­
ation of capital asset bases.
damaging to taxpayer confidence are 
those loopholes that break the one re­
quirement of vertical equity, that is, 
those loopholes that enable taxpayers 
with higher incomes to pay less in 
dollars than taxpayers with lower in­
comes. In addition, horizontal equity 
should be improved because inequi­
ties across taxpayers at the same in­
come level are the most obvious; i.e., 
it is more difficult to assess the fairness 
of a subjective standard such as ver­
tical equity (as long as higher income 
groups pay more dollars in taxes) than 
it is to assess the fairness of an objec­
tive standard, such as horizontal 
equity.
The Indexation Provisions 
of ERTA ’81
The Economic Recovery Tax Act of 
1981 provided for the phase-in of a 
total tax rate reduction of 23 percent 
by 1984. In addition, the top marginal 
tax rate was reduced from approx­
imately 70 percent to 50 percent effec­
tive January, 1982. Following the tax 
reductions over the phase-in period 
(for taxable years beginning after 
December 31, 1984), the income tax 
brackets, the zero-bracket amount, 
and personal exemptions will be ad­
justed for inflation, measured by the 
Consumer Price Index (CPI).
In essence, the law provided for in­
dexation of its tax rates so that the new 
structure established by the reductions 
will be preserved after the phase-in 
period. (It is assumed that the CPI is 
an accurate measure of inflation.)
The tax rate on capital gains was af­
fected indirectly by ERTA ’81 because 
the income tax rate is applied to ‘tax­
able income’ and where net long-term 
capital gain exceeds net short-term
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APPENDIX A
The Mechanics of Indexation
Formula Approach
Let:
x0 = base period taxable income, 
k = individual’s tax bracket, 
kl = lower limit of tax bracket, and 
ku = upper limit of tax bracket,
such that:
kl < xo < ku (1)
If:
to = tax in dollars in the base period, 
p, = average tax rate on kl,
p2 = marginal tax rate on xo-kl, and
i = inflation rate for the year;
then:
to = PA + P2(xo - kl) (2)
Now if the base period taxable income increases exactly with inflation, 
such that: such that:
x1 = the increased period x1 = the increased period one
one taxable income, taxable income,
and and
x1 = (1+i)xo; x1 = (1 +.10)11,000 = $12,100;
then, if the tax brackets are indexed with inflation:
(1 +i)kl < (1+i)xo < (1 +i)ku (3)
The tax in period one is:
t1 = p1(1 +i)kl +p2[(1 + i)xo
- (1 +i)kl ]
= (1 +i) [p1kl + p2(xo-k1)]. (4)
And, from (2) and (4) above: 
t1 = (1 + i)to (5)
Since:
x1 = (1 +i)xo 
therefore,
t1/x1 =to/xo
Thus the tax in dollars remains a constant ratio of income. Bracket creep 
has been eliminated.
capital loss, 60 percent of the excess 
can be deducted from gross income by 
individuals, estates, and trusts. This 
means that the maximum effective tax 
rate on net long-term gains was reduc­
ed from 28 percent (.70 x .40) before 
ERTA ’81 to 20 percent (.50 x .40) as 
of January, 1982.
Example (using 1984 Schedule)
Let:
xo = $11,000,
k = $7,600 to 11,900,
kl = 7,600, and
ku = 11,900,
such that:
$11,000 is greater than
$7,600 and less than $11,900
If:
to = $483 + .14(11,000-7,600).
p1 = 483/7600 = 6.355%, 
p2 = 14%, and
i = 10%
then:
to = 483 + .14(11,000-7,600)
= $959.
the $12,100 is greater than 
(7600)(1.10) or $8,360 and less 
than (11,900)(1.10) or $13,090.
The tax in period one is:
t1 = [(.06355)(1.10)(7600)]












or 8.718% = 8.718%
Does Indexation Improve 
Equity?
Indexation of the tax brackets, the zero 
bracket amount and exemptions 
represents an important change in the 
base used to determine the tax rate: 
for the first time real income, and not 
nominal income, is used to determine 
the rate of tax. Real income is a more 
appropriate measure of ability to pay. 
If real income and the number of ex­
emptions remains the same over the 
year, the ability to pay does not 
change, and neither will the real tax 
under the new provision. Indexation 
eliminates ‘bracket creep’ or being 
pushed into a higher tax bracket when 
income increases with inflation.
The following simplified example 
demonstrates how indexation will 
operate. Assume that a family of four 
has adjusted gross income minus 
deductions from adjusted gross in­
come in the base year, year 1, of 
$15,000 and taxable income of 
$11,000 ($15,000 minus four exemp­
tions at $1,000 apiece). Assume that 
inflation was 10 percent during year 2. 
The year 1 taxable income of $11,000 
would be equivalent to $12,100 
($11,000 x 1.10) taxable income in 
year 2. In other words, the $12,100 in 
year 2 has the same utility as $11,000 
in year 1. Indexation causes the 
$12,100 in year 2 to be taxed at the 
same rate as the $11,000 was in year 
1. In this way the real tax sacrifice re­
mains the same in year 2 as it was in 
year 1 because the proportion of in­
come paid in taxes remains the same.
Indexation, as provided for under 
ERTA ’81, will improve vertical equity 
because the sacrifice required by the 
tax is more certain and does not 
change if income increases by the 
same amount as inflation. The real tax 
will be independent of the inflation 
rate. The taxpayers have a better idea 
of how much sacrifice the tax will re­
quire for different income groups at the 
time the tax rates are established. This 
is consistent with the second maxim 
that the tax must be certain, and not 
arbitrary. The mechanics of indexation 
of the tax brackets are discussed in ap­
pendix A.6
The indexation of ERTA ’81 failed 
the test of horizontal equity because 
the plan did not provide for the index­
ation of capital asset bases. Failure to 
index capital asset bases leads to the 
result that two individuals with the 
same real capital gain income may pay 
a different amount of tax than each 
other and they both may pay a different 
amount of tax than a third individual 
with the same amount of wage income.
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If income measured over a year is 
indexed so that only real taxable in­
come is used to determine the tax rate, 
should not income measured over a 
period greater than a year be similarly 
indexed? Horizontal equity requires 
that those with the same income pay 
the same tax. Under indexation of the 
tax brackets there is a new meaning 
to horizontal equity. It means that peo­
ple with the same real incomes should 
pay the same tax.
The current law, which levies a tax 
on 40 percent of net capital gains, is 
unfair for two reasons. First, the same 
real capital gain incomes may be taxed 
as though they were different due to 
the fact that the assets were pur­
chased at different times and the rate 
of inflation changed over time. Second, 
the 60 percent deduction is unlikely to 
offset the effects of the overstated tax­
able income that results when purely 
nominal, as opposed to real, gains are 
included in income — real capital gain 
income may be taxed at a higher rate 
than the same amount of real wage 
income.
At first, it appears that the 60 percent 
deduction would be more than enough 
to compensate the taxpayer for the 
failure to index the basis of the asset, 
but an example shows that this is not 
always so, particularly if inflation over 
the holding period is high relative to 
the capital gain. For example, if the in­
flation rate were 12 percent and the 
capital gain return were 20 percent 
during the holding period of a capital 
asset, the real return would be 8 per­
cent (20% - 12% = 8%). Under the 
60 percent deduction method the tax­
able return would also be 8 percent 
(20% - (60% x 20%) = 8%). In this 
case the 60 percent deduction method 
and the indexation method result in the 
same tax. If, however, the nominal 
capital gain had only kept up with in­
flation, then the real return would have 
been zero: 12 percent nominal gain 
less 12 percent inflation equals zero. 
Under the 60 percent deduction 
method the taxable return would be 4.8 
percent: 12 percent nominal gain less 
the 60 percent deduction; or 40 per­
cent of the 12 percent nominal gain. 
This 4.8 percent is taxed under the cur­
rent law. If the net nominal capital gain 
rate of return had been less than the 
inflation rate, then a real loss would
APPENDIX B
Indexation Versus the Deduction Method for Calculating 
Taxable Gain
Formula Approach
1. The deduction method
Let;
G = nominal long-term capital gain, 
P1 = selling price of capital asset, 
Po = unindexed cost basis 
of capital asset, 




P1 = $1,200, and,
Po = $1,000;
such that; such that;
G = P, -Po (1) G = 1,200 - 1,000
G/Po = 200/1,000 = 20%
Let: Then:
g = the taxable portion of the gain g = $80
such that: cr,
g = (P1-Po)(1-.60). (2) g = (1,200-1,000)(1 - .60)
2. The indexed basis method
Let:
I = 15%. Then,
G' = $50:
Let:
I = cumulative inflation rate over 
the holding period, and
G' = real long-term capital gain, 
such that:
G' + P1 - (1+I)PO. (3)
3. Comparison of methods
When:
G' < g, the indexed basis method results in lower taxable gain.
G' > g, the 60% deduction method results in lower taxable gain.
G' = g, both methods result in the same taxable gain. Only if this equality exists, 
is horizontal equity achieved.
When is G' = g?
From (3) and (2) above:
when P1 - (1 +I)PO = (P1-Po)(1 - .60), both methods result in the same gain.
Cr, when:
P1/Po = 1 + 5/3 I. (4)
Since P1 = Po + G. from (1) above,
then, P1/Po = 1 + G/Po. (5)
From (5) and (4) above, 1 + G/Po = 1 +5/3 I, and
When G/Po = 5/3I, both methods result in the same gain.
Since G/Po is the nominal long-term capital gain rate of return, then whenever this 
nominal capital gain equals 5/3 I, both methods result in the same tax.
In the above example, if I had been 12% instead of 15%, then the two methods would 
have resulted in the same amount of taxable gain. In that case 20% would have 
equalled 5/3(12%).
Example
G' = 1200 - (1 +.15)(1,000) 
= 50. 
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have resulted, but under the 60 per­
cent deduction method required under 
current law, the nominal gain would 
still be taxed.
It is shown in Appendix B that 
whenever the net nominal capital gain 
rate of return is less than 5/3 the infla­
tion rate for the holding period, index­
ation of the basis of the asset (so that 
only real return is used to determine 
taxable income) would result in a lower 
taxable income, and therefore a lower 
tax, than the current 60 percent deduc­
tion without indexation, regardless of 
the tax bracket of the individual. Thus, 
whenever the net nominal capital gain 
rate of return is less than the inflation 
rate for the holding period, divided by 
the percent deduction of 60 percent, 
indexation of the basis of the asset 
results in a lower tax than the current 
deduction method.
For example, if the inflation rate is 
12 percent during the holding period, 
the capital gain return must be greater 
than 20 percent (. 12/.6) for the 60 per­
cent deduction method to result in less 
tax than the indexation method. If the 
inflation rate were 15 percent, then the 
nominal gain would have to be 25 per­
cent (.15/.6) to result in less tax than 
the indexation method, and so on.
Since the relevant inflation rate is 
the holding period inflation rate, the 
probable advantage of the 60 percent 
deduction over the indexation method 
declines as the holding period 
lengthens. For example, if the inflation 
rate were 12 percent for two years in 
a row, then the total inflation for the 
holding period would be over 25 per­
cent and the capital gains return would 
have to be greater than 42 percent. 
(.25/.6) before any real benefit is de­
rived from the current 60 percent 
deduction method over the indexation 
of basis method.
The purpose of indexation of capital 
asset bases would be to measure real 
income from capital. Without indexa­
tion of capital asset bases it is possi­
ble that real losses will be taxed, that 
two individuals with the same capital 
gain income will be taxed differently, 
that two individuals with different real 
capital gains will be taxed at a higher 
rate than wages. None of these 
possibilities has ever been the in­
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tention of the income tax. They are on­
ly a result of inflation and the failure to 
correct for its effects.
Although some capital gains escape 
taxes altogether because of the step- 
up in basis rule that applies if the asset 
is left in the taxpayer’s estate, this 
loophole is unrelated to the issue 
discussed here. Clearly the capital 
asset cannot be both sold and left in 
the estate. Individuals who must sell 
capital assets and pay the tax are not 
the same individuals who can afford to 
leave assets in their estates. The step- 
up in basis rule is obviously inequitable 
because the result is that those with 
higher incomes pay less in dollars 
(they pay zero) than those with lower 
incomes; but the advantage of the rule 
does not offset the disadvantage that 
results by failure to index capital asset 
bases when computing the taxable 
gain when an asset is sold. The advan­
tage of the step-up in basis rule prob­
ably goes to a different taxpayer group 
than the group that suffers the disad­
vantage of the capital gains deduction 
rule.
Conclusion
The Economic Recovery Tax Act of 
1981 failed to remove the horizontal in­
equity that exists when inflated capital 
gains are taxed. Failure to index the 
bases of capital assets violates Adam 
Smith’s first maxim, which states that 
subjects ought to contribute towards 
the support of the government in pro­
portion to their respective abilities. The 
logical implication of this maxim is that 
individuals with the same amount of 
real income should pay the same 
amount of tax.
It was shown that indexation of the 
bases of capital assets and withdrawal 
of the 60 percent capital gains deduc­
tion would improve horizontal equity, 
which is a prerequisite of vertical 
equity.
The fact that horizontal equity is 
often easier to assess than vertical 
equity implies that lawmakers should 
be particularly careful to make the tax 
laws consistent with the requirement 
that individuals with the same real in­
comes pay the same tax. Otherwise, 
individuals will lose confidence in the 
tax laws and the decline in the rate of 
compliance will probably continue. Ω
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